The paper analyses common Russian practice of assessment of the effectiveness of the unit investment fund portfolio management based on the risk/return tradeoff. The paper identifies characteristics, advantages and disadvantages of various portfolio risk measures, and introduces the approach to risk assessment based on the analytical coefficient calculations.
Introduction
For a management company, management efficiency assessment is an important part of the investment process. A thorough management efficiency analysis helps identify the reasons for deviation from the benchmark, as well as assess portfolio risks. The timely analysis allows to adjust the current strategy when it is necessary. Developing criteria of the portfolio management efficiency might affect fundamental approaches to portfolio strategies.
Management companies make regular analyses of management efficiency (inhouse, or inviting other unit investment funds) to fulfill a wide range of their own tasks, including management of funds of funds. Since more than a dozen of funds of funds operate in Russia today (http:// www.nlu.ru of June 27, 2010), the in-depth analysis of UIFs' management efficiency is especially actual.
In the authors' opinion, the assessment technique should not BE only quantitative, but also reveal the risks hidden in the implemented strategy. This approach seems to be especially important in the context of the analysis of UIFs' performance over the last several years. Identifying funds which implemented risky strategies during the pre-crisis years could help to avoid great losses at the beginning of the world financial crisis.
Development of efficiency assessment techniques is based on a wide range of knowledge of the stock market, as well as of the investors' psychology. A deep and comprehensive analysis of the information on the stock market is necessary for the correct assessment.
The analysis of Russian and foreign literature on the subject has revealed key issues related to the development of the measuring system for portfolio management efficiency. First of all, these issues include measuring portfolio risk. At the present time, different approaches to choosing benchmark for management performance exist, and there is no shared vision on the risk/return tradeoff computation. The necessity to further develop methods of portfolio management evaluation and other related problems inspired the authors to take a closer look on the subject.
The paper is structured as follows. Section 2 considers theories of the equity investor behavior based on risk and return preferences, Section 3 analyses Russian stock market trends, Section 4 presents the empirical results, and Section 5 gives final remarks.
Literature review
During the last decades, intensive research was carried out basing on synthesis of economics and psychology. The human behavior in economic environment was analyzed in view of subjective psychological factors. A large number of works deal with explanation of investor behavior; among them, two most important concepts should be mentioned. The first one is the expected utility concept based on the assumption of rational human behavior which involves maximizing the expected utility, and the second is the rational investor concept, based on investor's subjective probabilistic asset assessment basing on the expected return. Here an investor is willing to acquire the assets which promise the highest return at the existing risk level, or the assets suggesting the lowest risk related to the desired return. Over the last years a large body of similar empirical evidence has been collected. It is obvious that formal characterization of behavior is not enough, the theory should also explain why the real investor behavior differs from rational.
Since the efficient market hypothesis assumes rational investor behavior (i.e. investors' ability to determine the fair asset price basing on all available information), the investors should be risk-averse. They are ready to risk only provided that they can get appropriate compensation by possible gains. The wide spreading of the efficient market theory gave rise to the first index funds, their portfolios reflecting the stock index. This approach realizes the idea of passive management of a well diversified portfolio. It is based on the assumption that any attempts to outperform the benchmark are vain. estimations. An assumption was made that logarithm increments are independent random variables, their probability distribution being close to normal. The random walk hypothesis was not accepted first, but later it became an underlying concept in the efficient market theory. According to our calculations, distribution of sequences of financial data is significantly different from normal by a clearly marked peak and -heavy‖ tails. Besides, the In our opinion, autocorrelation analysis is not the best method for detecting a weak form of market efficiency. This analysis describes only short-term market inertia, but can not detect the long-term effect, i.e. older prices influence on further price dynamics though this influence is reducing gradually with the lapse of time. In the last years, both Russian and foreign researches have used rescale analysis (R/S analysis) and Hurst index to check the hypothesis.
The mentioned approaches are the tools of the fractal market hypothesis, which has become the alternative to the classical efficient market theory.
Benoit Mandelbrot, the author of The Fractal Geometry of Nature published in the mid-1960s of the last century, is called the founder of the hypothesis.
The fractal market hypothesis explains the frequently observed leptokurtosis of return distribution. The cause of this distribution is investors' unlinear reaction to information. They may ignore disconnected current news until a trend has established. However, after the trend has developed, their behavior will take account of all accumulated information. 
Data and methodology
At the present moment the Russian stock market lacks for long-term investors, so speculative trading prevails, and more informational transparency is required. High liquidity offered by short-term investors can not stabilize the market. In the situation when there is no relationship between short-term and long-term trends, non-linear fractal processes develop: the investors assess the company's assets within a certain range of fair prices; this range is not stable, of course, and changes when affected by new information. If a trend meets investors' positive expectations, the investors start buying securities eagerly.
However, the investment activity does not boost at once in response to new information. This fact proves that the market -remembers‖ the previous trend.
With the purpose to detect a long-term inertia effect on the market, we are going to analyze how steady Russian market trends are. We apply mathematical tools. Our hypothesis is that the Russian market dynamics follow certain trends, rather than being a sort of Brownian motion. To check the hypothesis, we use R/S analysis and the resulting index suggested by Hurst. This approach to fractal time series was first suggested by B. The trend is not clearly marked, but can be noticed. The main conclusion is that the long-term inertia effect exists on the Russian market, as well as on other developing and developed markets. The Hurst index computed on the basis of closing prices increase gives evidence of some trends for the Russian stocks. At the same time, dynamics trends analyzed basing on the maximum and minimum day prices are much stronger. It is not surprising: though investors usually pay special attention to closing prices, the analysis of price fluctuations gives more objective and useful information for identifying a trend, so Hurst index is higher here.
Some researchers of trends in the American stock market found that the Hurst index tends to increase when computed at longer time intervals between estimation of return. Our survey of the Russian stock market also confirms this hypothesis, though this tendency is not strongly expressed.
Confirmation of the hypothesis about long-term market inertia means that markets are more complicated than the efficient market hypothesis assumes.
Another example of disagreement of the efficient market theory with real life is discrepancy in theoretical and actual prices. In particular, it is rather difficult to explain the origin and burst of financial bubbles in the efficient market terms.
At the same time, it should be noted that neither efficient market theory, nor fractal market theory can solve the most important risk management problem -forecasting time and scale of price rise or decline. In our opinion, the main tendency in rethinking approaches to stock markets over the last two decades is further understanding of complex and unlinear nature of the market. The fractal, coherent and synergetic market theories reflect this idea. However, the construction and development of the new theory requires great amount of time and effort of the scientific community
The Russian market dynamics shows high correlation with dynamics of other developing and developed markets. Moreover, the correlation will increase due to emergence of new unit investment and bank-managed funds. Since exchange rate fluctuations considerably influenced the index dynamics,
we show the national currency of indices. Some difference in index dynamics on the Russian stock market is caused not only by currency fluctuations, but by differences in the indices' structure as well.
Empirical results
In developed, more efficient markets, industry price trends form, and this fact allows to obtain useful information for implementing active portfolio strategy.
As a rule, when price dynamics of a certain industry is higher than market benchmarks, it is an evidence of international investors' interest to this As Table 2 harder-to-sell equities, but since the proportion of these securities is not high in the index, they can be neglected, and we consider that in general this approach gives a more exact assessment of the current market situation.
But still the MICEX index can appear to be an inadequate benchmark, e.g. for dynamics analysis of a mixed investment fund, since its portfolio comprises both equities and bonds. Though benchmarks usually are computed using both equity market (MICEX, RTS, sometimes MICEX-10) and bond market (often TRI High Grade) indices, application of RTS and MICEX indices as the adequate basis for benchmarks can be put under question.
The matter is that the role of oil and gas producing companies is so significant in the Russian economy, that their stocks amount to about 50% in the MICEX and RTS index baskets. Even the limit of maximum 15% of stocks per one company in the RTS index basket can not improve the situation. Thus, the management companies, on the one hand, have to take the market index structure as the basic pattern, but, on the other hand, reduce the proportion (in comparison to the index) of oil and gas companies in their portfolios.
The survey of portfolio composition of open-end equity funds found that the average proportion of oil and gas stocks in a portfolio does not exceed 33%, whereas their proportion in RTS and MICEX indices is more than 49%. Oil and gas sector (column 1), financial sector (column 2), metallurgy sector (column 3) and power engineering sector (column 4).
At this conjuncture the management companies, as a rule, do not try to stabilize the fund structure through diversification, and usually focus on 10-12 main marketable equities, though there are much more equities meeting this criterion on the market. The 2010 open-end equity funds performance demonstrates that the managers were in no haste to get rid of torpedo stocks, though they had such opportunity when the crisis started in autumn 2008.
Moreover, most management companies were implementing passive strategy in summer 2006, when developing markets were deteriorating. Hence, the short list of securities in funds' portfolios can not be explained by lack of liquidity.
In our opinion, liquid securities in portfolio should be managed actively, while less liquid stocks should stay under passive management. As the analysis shows, many managers today prefer rather passive strategy in managing blue chips, and have no second tier stocks in the portfolio. We should also note a lower proportion of metallurgy, power engineering and financial sectors in portfolios compared to the Russian index baskets.
For the purpose of further study of the investment characteristics of Russian open-end equity funds, we carried out a comparative analysis of their activity using Sharpe ratio, volatility index, coefficient of determination R2, beta coefficient and current yield. Sharpe ratio is negative for most funds, this fact proves their low level of yield in comparison with risk-free assets. However, in the cases when the coefficient value is positive (though low) we may speak about high investment risk of these funds, as well as about their higher yield, which is proved by high values of the current yield coefficient (Aton -Equity Fund, Univer-Equity Fund, VTB -Equity Fund).
The volatility index of the majority of the funds is not high; and this fact reflects relatively low investment risk.
Coefficient of determination R2 shows the relationship between fluctuations of the MICEX index (reflecting the situation on the stock market) and dynamics of UIFs' unit price. Coefficients close to 100% (Agora -Equity Market, Aton -Equity Fund, Raiffeisen -Equities, Troika Dialogue -Dobrynya Nikititch) indicate strong relationship between the unit price and fund index dynamics.
The Beta coefficient is a measure of systematic or non-diversifiable risk. For funds with a beta higher than 1 (Baltinvest -Equity Fund, Alliance Rosno -Equities, TKB BNP Pariba -Premium. Equity Fund) systematic risk is higher than average.
For other funds a beta is close to 1, that reflects a strong dependence of their yield on the market situation, in particular, on fluctuations of the MICEX index.
In our opinion, there is a certain correlation between the values of analytic coefficients and industry structure of unit funds' portfolios. The industry structure of VTB -Equity Fund, Gasprombank -Equities, UralSib -Fund First is similar to the structure of stock market indices, so these funds execute conservative investment strategy and demonstrate high performance in terms of risk and return tradeoff. At the same time, the analysis of the coefficients shows good opportunities for the funds dealing not only with oil and gas sector, but investing in financial sector, metallurgy and power engineering as well.
Conclusions
As a result of research, high correlation between Russian stock market dynamics and that of developing and developed markets was detected. This fact indicates that the Russian stock market has entered the world financial area. Furthermore, Russian stock indices, as well as shares, tend to follow trends, as the Hurst index method indicates.
Comparative analysis of industry structure of open-end UIFs portfolios
indicates that the proportion of oil and gas shares in portfolios is much lower than that in the MICEX and RTS indices. This fact reflects a growing interest of fund managers to investments in financial, metallurgical and electric companies, this interest affecting the choice of shares and portfolio structure.
In general, the analysis of performance of Russian open-end UIFs based on analytic indicators, such as Sharpe ratio, volatility index, coefficient of determination R2, beta coefficient and current yield, suggests that most of the funds execute conservative strategies using stock indices as a benchmark, while fund managers who prefer active strategy use new, more universal tools for measuring performance.
